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OFFICE OF THE SECRt..:TARY OF TH E TREASURY 

WASHIN GTON . D.C. 20220 

JllN 2 8 1975 

MEMORANDUM TO : Economic Policy Board Executive 
Committee 

FROH Dale S. Collinson ~ 
Tax Legislative Counsel 

SUBJECT Taxation of Withdrawals from a 
Broadened Stock Ownership Plan 

This memorandum presents for decision three 
basic options regarding the taxation of withdrawals 
from a Broadened Stock Ownership Plan (BSOP). Ap
pendix One compares present law and the various options 
with respect to the after-tax amount that can be ac 
cumulated and the investor's rate of return. Appendix 
1wo provides further background information. 

All of the options assume these agreed features 
of the BSOP proposal, among others: 

--Contributions to a BSOP will be 
currently deductible from the in
dividual taxpayer's income. 

--Earnings of a BSOP will be free of 
tax until withdra~~ from the BSOP. 

--Amounts may be withdrawn from a 
BSOP after seven years without 
penalty. 

o FIFO (first in, first out) ac
counting will be applied to each 
year's contributions and \vi thdraw£>.ls. 
Thus, amounts contributed in 1976 
may be withdrawn without penalty 
after December 31, 1982; amounts 
contributed in 1977 may be withdraW11 
without penalty after December 31, 
1983; and so on. 
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o Earnings of a BSOP will be al
located pro rata to contributions 
held by the BSOP and may be with
dravm the same time as the con
tributions to which they are al
located. 

--Amounts withdrawn from a BSOP will come 
out of previously deducted contributions, 
dividend earnings of the ESOP, net realized 
capital gains of the ESOP, and net un
realized capital gains of the ESOP. 

The three basic options focus solely on the tax treat
ment of withdrawn contributions and earnings. A separate 
Note on the taxation of unrealized appreciation follows 
the description of the options. 

Option One - Tax All Withdrawals As Ordinary Income 

Under this option all withdrawals from a BSOP 
(other than unrealized appreciation in value of dis
tributed securities), whether contributions or earnings, 
would be taxed as ordinary income. 

Advantages 

--Simple. All withdrawals are taxed the 
same. Separate accounting for contri
butions, dividends, and capital gains 
not required. 

--Consistent with most prevalent treatment 
of withdrawals from retirement and profit 
sharing plans. All amounts withdrawn from 
Individual Retirement Accounts are taxed 
as ordinary income. Withdrawals from H.R. 10 
plans and other tax qualified plans are gen
erally taxed as ordinary income, and the 
availability of capital gains treatment for 
lump sum distributions is gradually being 
eliminated. 
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--Equitable. The rate of return under this 
option is equivalent to tax exemption for 
BSOP earnings (i.e., equivalent to treat
ment of tax exempt municipal bonds, while 
other options provide better return than 
tax exemption). 

Disadvantages 

--May appear inequitable. Unlike IRAs, 
H.R. 10 plans, and other tax qualified 
plans, BSOPs are limited to equity invest
ments, which may' be expected to generate 
capital gains. Full ordinary income taxa
tion may be viewed as converting capital 
gains to ordinary income and, thus, as provid
ing less favorable treatment than direct 
ownership or stocks. Many taxpayers may 
believe that the tax deferral from deducting 
contributions will not outweigh this disad
vantage. 

o However, as Appendix A demonstrates, 
this Option would in fact provide a higher 
rate of return·than.direct ownership. 

Option Two -- Tax All Withdrawals As Capital Gains 

Under this option all withdrawals from a BSOP (other 
than unrealized appreciation in value of distributed 
securities) would be taxed at capital gains rates. 

Advantages 

--Simple. All withdrawals are taxed the 
same. Separate accounting for contribu
tions, dividends, and capital gains not 
required. 

--Provides greatest tax benefit. 

Disadvantages 

---Provides better rate of return than tax 
exemption for BSOP earnings (i.e., better 
tax treatment than for tax exempt bonds). 

--Provides inducement to withdraw funds 
as soon as seven year holding period 
ends (reverse lock in). For example, 
'tvithdrawals at capital gains rates could 
fund new contributions deductible against 
ordinary income; complex rules would be 
required to prevent this. 
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--Would require more restrictive rules 
on withdrawal to preyent conversion of 
ordinary income into capital gains over 
a short period. For example, Individual 
Retirement Account funds may be withdrawn 
upon death, disability, or the individual's 
attaining age 59-1/2. A similar rule could 
apply under Options One and Three. But it 
would be inappropriate under Option Two to 
permit withdrawals after age 59-1/2 of 
contributions made within the preceding 
six years. 

--May be attacked by persons who criticize 
the availability of capital gains treat
ment for securities transactions under 
present law or who are concerned about 
tax shelters that convert ordinary income 
into capital gains. 

oHowever, many of such persons would 
oppose BSOP in any event. 

oGiven that BSOP is limited to low and 
moderate income taxpayers, full capital 
gains treatment may be defended as making 
available to the ordinary taxpayer the 
capital gains tax advantages now used 
primarily by the wealthy. 

0 Three -- Combination of Ordinar Income and 
Ga~ns Taxat~on 

Under this option, contributions withdrawn from a 
BSOP would be taxed as ordinary income; withdrawn 
earnings would be taxed at c&pital gains rates. 

Advantages 

--Avoids conversion of ordinary income 
(deductible contributions) into capital 
gains while preserving capital gains 
treatment for BSOP earnings and, thus, 
avoiding argument that earnings taxed 
less favorably than if the stock were 
held directly. 








































































